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There is no denying that government has far-reaching impact on the income 
distribution, especially when the fiscal policy was taken into consideration. After the 
reform and opening up policies were taken on, the central government decentralized 
the fiscal authority gradually to accommodate the economy reform, and established 
the Tax Sharing System in 1994, which was an important driving force in the long 
term economic development in China. Under the dual economic structure, however, 
the rapid increase of the urban-rural income gap has become the most striking 
contradiction of the income distribution in China, and has attracted a lot of attention 
from the government officials and scholars. Although there are many literatures 
focuses on the institutional policies and the income gap, the analysis from the 
perspective of fiscal decentralization is still rare. Hence, this paper attempts to study 
the relationship between fiscal decentralization and income inequity, and attempt to 
deduce the mechanism behind these two aspects. Our research has been carried out by 
using both the theoretical and empirical analysis. 
According to the previous studies, this paper tries to solve the following 
problems. (1) What kind of role does the fiscal decentralization play in dealing with 
the income inequity between the rural and urban areas? (2) After the establishment of 
fiscal-decentralized system, what kind of role does the government at all levels play to 
reduce the urban-rural income gap? (3) Will the urban-rural income gap increase or 
eventually converge in the long run, in term with province level? 
Our research carries out in the following step. In the beginning, this paper sums 
up the existing literatures on the fiscal decentralization and the rural-urban income 
inequality, in order to find the factors which have impact on the gap and the 
relationship between fiscal decentralization and the rural-urban income gap. And then, 
we focus on finding the empirical evidence to support this relationship. The data we 
use in this paper is based on the provincial panel data since 1985, and the approaches 
















First, we examine the impact of provincial fiscal decentralization system on the 
urban-rural income gap. Secondly, we compute and compare the efficiency of the 
local governments’ fiscal expenditure aiming to reduce the income gap. Finally, we 
test the convergence of the urban-rural income gap in different regions and forecast 
the future evolution trend of the inequality. 
The main findings of the paper are summarized as follows: 
(1) Under China’s unique governance structure, the formation of the fiscal 
decentralization has a major influence on the urban-rural income gap. Local 
governments have played important roles in almost every aspect related to the income 
equalization. Thus, as an important policy aiming at promoting economic and social 
development, the fiscal decentralization should pay more attention to the fairness 
construction. 
(2) The expansion of government expenditure will lead to the widening of 
income gap, while the competition, to a certain degree, will reduces the income 
disparity between rural and urban areas. It means the decentralizaion reform still hold 
the positive influence in urban-rural income equalzation. The urban-rural income gap 
has a strong self-sustaining feature, which means that the public expenditure on 
reducing the income disparity will last in the future generations. 
(3) With respect to the efficiency of reducing urban-rural income inequality by 
public expenditure, we find the efficiency of most regions present a twisty decreasing 
trend. This phenomenon is more obvious in some highly developed regions, and as a 
result indicates that the public resources that can be used to realize the urban-rural 
income level are wasted. 
(4) The results indicate that the changes of urban-rural income gap are all 
converges to a certain degree by using absolute convergence and conditional 
convergence approaches. It implies that the urban-rural inequality among the whole 
country, eastern region, central region and western region are all stable. Moreover, the 
disparities among different regions have been getting smaller since 1994, and the 
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